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I 

Functions  of  a  Discount  Market 

A.  — Regulating  Medium  of  the  Cash  and  Investment  Position  ofi 

Banks. 

The  most  important  function  of  a  discount  market  is  that  it  oper- 
ates as  a  central  clearing  house  for  bills,  in  which  individual  banks 
may  regulate  their  investment  and  cash  position.  The  discount 
market  to  be  properly  useful  must  be  of  sufficient  breadth,  so  that 
a  bank  may  be  able  at  any  time  to  purchase  therein  such  amount  of 
bills  as  it  requires  to  properly  balance  its  investment  and  cash 
position  with  the  full  assurance  that,  should  its  position  become 
altered  at  any  time  in  the  future,  it  can  re-enter  the  market  as  a 
seller  and  readily  dispose  of  such  bills  without  materially  affecting 
current  discount  quotations.  This  naturally  necessitates  a  broad 
market  in  which  a  large  volume  of  bills  is  constantly  being  handled 
and  which  can  readily  take  or  furnish  a  substantial  quantity  of  bills 
without  heavy  fluctuations  in  its  rate  of  discount. 

B.  — Equalizer  of  Interest  Rates  Between  Different  Sections  of  the 

Country. 

A  broad  discount  market  operates  as  an  equalizer  of  interest  rates 
between  different  sections  of  the  country.  If  in  one  district  the 
banks  have  surplus  funds,  their  purchases  of  bills  in  the  discount 
market  will  tend  to  keep  interest  rates  in  that  district  up  to  the  level 
of  the  other  districts.  In  like  manner,  if  in  a  district  interest  rates 
begin  to  rise  above  the  level  of  the  other  districts,  the  banks  of  that 
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section,  by  selling  their  holdings  of  bills  in  the  discount  market, 
would  tend  to  keep  interest  rates  approximately  at  the  level  of  the 
other  districts.  It  must  be  understood,  of  course,  that  to  some  extent 
inequalities  in  interest  rates  between  various  districts  would  continue, 
but  these  inequalities  would  not  be  as  broad  as  they  are  at  present. 
The  inequalities  would  be  limited  to  such  difiference  in  interest  rates 
as  the  average  bank  is  willing  to  forego  rather  than  change  its  posi- 
tion by  purchases  or  sales  of  bills  in  the  market.  As  time  progresses 
and  banks  become  more  accustomed  to  dealing  in  the  discount  market, 
this  difference  would  tend  to  become  as  small  as  it  is  in  European 
countries  enjoying  highly  developed  discount  markets. 

C.  — Equalizer  of  Interest  Rates  Between  the  United  States  and  For- 

eign Countries. 

The  discount  market  operates  as  an  equalizer  of  interest  rates 
between  the  United  States  and  foreign  countries  very  much  in  the 
same  manner  as  it  acts  in  equalizing  rates  between  different  sections 
of  the  same  country.  The  existence  of  a  broad,  healthy  discount 
market  in  the  United  States  would  encourage  foreign  banks  to 
purchase  our  bills  as  an  investment  when  interest  rates  in  this  country 
are  higher  than  abroad.  This  would  tend  to  move  our  interest  rates 
sympathetically  with  the  level  of  interest  rates  the  world  over.  Should 
our  rates  decline  unduly,  there  would  be  a  tendency  on  the  part  of 
foreign  banks  to  dispose  of  their  holdings  of  American  bills  and 
at  the  same  time  our  banks  would  purchase  foreign  bills  and  reduce 
their  holdings  of  domestic  bills,  and  thus  a  movement  toward  re- 
establishing an  equilibrium  between  rates  here  and  abroad  would 
start.  This  does  not  mean  that  interest  rates  here  and  abroad  would 
be  at  the  same  level,  but  it  does  mean  that  the  spread  between 
discount  rates  for  bankers'  acceptances  here  and  abroad  would  ordi- 
narily not  be  as  far  apart  as  they  have  been  in  the  past. 

D.  — Stabilizer  of  Gold  Movements  Between  Countries, 

The  function  of  the  discount  market  as  a  stabilizer  of  gold  move- 
ments between  countries  may  be  considered  as  an  after-effect  of  its 
operation  as  an  equalizer  of  interest  rates  between  different  countries. 
Foreign  bankers  would  grow  accustomed  to  having  in  their  portfolios 
lines  of  American  bills  just  as  American  banks  have  at  times  lines 
of  foreign  bills.  As  exchange  rates  advanced  in  this  country — which 
would  mean  that  dollars  were  becoming  cheap  abroad — foreign  banks 
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would  increase  their  holdings  of  American  bills  on  account  of  the 
cheap  dollar  exchange  rate,  while  American  banks  would  sell  their 
holdings  of  foreign  bills  to  profit  from  the  high  foreign  exchange  rate. 
Gold  exports  would  thus  be  warded  off  for  a  time.  Gold  imports 
would  be  retarded  by  a  reversal  of  the  process. 

This  process  of  accumulating  a  portfolio  of  foreign  bills  when 
exchange  rates  are  low,  for  use  when  conditions  are  reversed,  has 
been  used  successfully  by  the  central  banks  of  leading  European 
countries  and  may  profitably  be  utilized  by  our  Federal  reserve 
banks  when  international  relations  again  become  normal.  I  do  not 
mean  that  international  movements  of  gold  would  be  stopped  by 
the  operations  of  our  discount  market,  but  it  is  certain  that  many 
unnecessary  gold  movements  would  be  prevented.  We  have  in  the 
past  frequently  exported  or  imported  gold  when  it  was  clearly  to  be 
seen  that  existing  conditions  were  but  temporary.  However,  it 
was  not  the  business  of  any  one  to  give  the  matter  any  thought  from 
the  national  point  of  view.  There  was  no  common  discount  or  ex- 
change policy.  Every  bank  was  simply  calculating  whether  the 
prospective  gold  shipment  yielded  a  profit,  however  small,  and  acted 
upon  that  consideration.  We  had  no  well  developed  stabilizing 
mechanism  that  would  tend  to  prevent  wasteful  momentary  shifts 
of  gold. 

E. — Stabilizer  of  Interest  Rate  Levels  Within  the  Country. 

Preventing  unnecessary  exports  and  imports  of  gold  and  develop- 
ing a  closer  relation  between  interest  rates  here  and  abroad  would 
result  in  a  greater  stability  of  American  interest  rates.  There  would 
be  a  closer  connection  between  the  American  reservoir  of  commercial 
credit  and  that  of  Europe.  Large  bodies  are  not  subject  to  sudden 
movements  to  the  same  extent  that  smaller  ones  are.  Interest  rates 
in  Europe  in  normal  times  are  much  steadier  than  ours ;  discount 
rates  abroad  generally  move  by  sixteenths  of  one  per  cent,  and  on 
the  whole  move  within  narrow  limits. 

A  broad  discount  market  in  this  country  would  become  the  reser- 
voir of  credit  with  which  similar  reservoirs  abroad  would  be  con- 
nected. Without  such  a  reservoir  here  we  can  have  no  really  effective 
connection  with  the  world's  money  markets  and  would  be  subject 
to  the  erratic  movements  of  interest  and  exchange  rates  which  are 
always  a  feature  of  isolated  markets. 
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II 


The  Necessity  of  a  Standardized  Instrument  of  Credit  to 
the  Existence  of  a  Discount  Market 

The  necessity  of  a  standardized  instrument  of  credit  to  the  exist- 
ence of  a  discount  market  is  so  self-evident  that  a  lengthy  explanation 
is  not  necessary.  If  we  had  no  well-defined  standards  in  grades  of 
cotton,  dealings  on  the  cotton  exchange  would  be  impossible.  The 
same  holds  good  of  wheat,  oats,  corn,  or  any  other  commodity. 
Before  the  inauguration  of  the  Federal  reserve  system,  our  banking 
system  lacked  a  standardized  credit  instrument  and,  therefore,  a  broad 
discount  market  was  an  impossibility.  The  Federal  Reserve  Act,  by 
introducing  the  bank  acceptance  into  our  banking  mechanism,  has 
furnished  us  the  instrument  we  lacked.  In  a  bank  acceptance  the 
element  of  credit  risk  has  substantially  been  eliminated  by  the  sig- 
nature of  a  bank  of  unquestioned  standing,  and  to  this  signature  is 
added  the  responsibility  of  the  drawers  and  subsequent  indorsers.  A 
prime  bankers'  acceptance  properly  endorsed,  therefore,  represents 
absolute  safety  as  nearly  as  can  be  attained  in  any  credit  instrument. 
The  rate  of  discount  at  which  such  instruments  sell  in  the  market 
simply  represents  the  actual  value  of  the  use  of  the  money  and  not, 
as  in  the  case  of  the  discount  of  an  ordinary  promissory  note,  the 
value  of  the  use  of  the  money  plus  a  premium  for  the  credit  risk 
assumed  by  the  lender.  In  every  country  enjoying  a  highly  developed 
banking  system  the  discount  market  is  based  upon  the  bankers'  ac- 
ceptance, and  the  discount  market  in  turn  is  the  fundamental  basis 
of  the  entire  money  market.  Our  brief  experience  since  the  passage 
of  the  Federal  Reserve  Act  justifies  the  opinion  that  ultimately  our 
discount  market  will  likewise  be  based  upon  the  same  instrument — 
the  bankers'  acceptance. 

Ill 

Component  Factors  of  the  Discount  Market 

The  component  factors  of  a  discount  market  consist:  first,  of  the 
accepting  banks  creating  the  acceptances ;  second,  of  the  banks  and 
others  who  purchase  and  sell  acceptances ;  third,  of  the  central  banks 
of  rediscount  (in  our  case  the  Federal  reserve  banks)  that  operate 
as  stabilizers  at  times  when  their  purchases  are  considered  advisable 
for  the  public  interest;  and  fourth,  of  the  discount  corporations  and 
brokers — the  highly  essential  middlemen. 
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A.  — The  Accepting  Banks. 

In  England  a  large  part  of  the  acceptances  is  created  by  the  so- 
called  acceptance  houses.  The  English  deposit  banks  have  not  in  the 
past  been  as  active  in  this  line  as  those  of  France  and  Germany. 
However,  the  present  tendency  in  England  is  strongly  in  the  direction 
of  greater  activity  in  this  line  on  the  part  of  all  banks — the  London 
Joint  City  and  Midland  Bank  being  the  leader  in  that  respect. 

According  to  the  London  Economist,  the  leading  eighteen  joint 
stock  banks  in  England  on  December  31,  1918,  show  a  paid  in  capital 
and  surplus  of  £84,830,000,  and  acceptance  liabilities  of  £52,045,000, 
that  is,  61.35  per  cent,  of  their  capital  and  surplus.  On  the  other  hand, 
it  is  a  well  known  fact  that  British  acceptance  houses  and  acceptance 
banks  (specializing  in  acceptance  credits  and  having  no  large  on- 
demand  deposit  liabilities)  accept  to  an  amount  largely  exceeding 
their  capital. 

Our  own  experience  leads  me  to  the  conclusion  that  the  incorporated 
banks  of  this  country  will  be  the  main  creators  of  acceptances.  There 
is  no  valid  reason  why  they  should  not  be — the  fact  that  they  are 
operating  under  close  public  scrutiny  gives  them  a  natural  advantage 
over  most  of  the  so-called  acceptance  houses. 

The  liability  assumed  by  an  accepting  bank  is  very  much  of  the 
same  nature  as  the  liability  arising  out  of  a  deposit,  and  so  long  as 
the  total  liabilities  of  a  bank  bear  a  fair  ratio  to  its  capital,  no  criticism 
is  justified.  It  naturally  follows  that  banks  or  bankers  that  do  not 
take  deposits,  but  use  their  capital  and  surplus  solely  for  the  purpose 
of  supporting  their  acceptance  liabilities,  may  properly  maintain  out- 
standing a  much  larger  volume  of  acceptances  than  a  bank  that  is 
heavily  burdened  with  a  large  line  of  deposit  obligations.  In  this, 
as  in  most  other  phases  of  the  banking  business,  no  hard  and  fast 
rules  can  be  laid  down.  The  guiding  principle  as  to  the  amount  of 
of  acceptances  that  a  bank  should  have  outstanding  should  be :  first, 
the  proportion  of  the  bank's  capital  and  surplus  to  its  total  liabilities ; 
second,  the  requirements  of  its  customers  for  accommodation  in  that 
form ;  and  third,  the  accepting  bank's  general  standing  and  the  mar- 
ket's readiness  to  absorb  its  acceptances  at  the  most  favored  rates. 

B.  — Banks  and  Other  Purchasers  and  Sellers  of  Acceptances. 

The  purchasers  and  sellers  of  acceptances  constitute  the  active  dis- 
count market.  A  bank  that  is  a  purchaser  one  day  may  be  a  seller 
the  next.  Whether  a  bank  purchases  or  sells  acceptances  in  the  market 
should  depend  entirely  upon  its  own  individual  cash  and  investment 
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position.  When  its  position  warrants  a  purchase,  it  should  step  into 
the  market  and  acquire  the  bills  it  needs,  and  when  its  position 
changes,  it  should  as  freely  sell. 

Banks  taking  care  when  buying  acceptances  to  "spread  their  ma- 
turities" can  often  adjust  their  financial  position  by  collecting  their 
maturing  paper  or  by  rediscounting  or  selling  short  maturities,  retain- 
ing their  longer  paper.  In  this  connection  it  may  not  be  amiss  to  men- 
tion a  mistaken  theory  entertained  by  some  that  the  purchases  of  ac- 
ceptances by  a  bank  should  bear  a  certain  relation  to  the  amount  of  its 
own  acceptances  outstanding  at  the  time.  A  careful  analysis  of  the 
proper  functions  of  a  discount  market  and  those  of  an  accepting  bank 
will  show  that  the  two  functions  of  a  bank — as  a  creator  and  as  a  pur- 
chaser of  acceptances — have  little,  if  any,  direct  connection  with  one 
another.  In  order  to  maintain  a  properly  balanced  and  liquid  condition 
of  its  assets  a  bank  must  carry  a  certain  proportion  of  its  assets  in  cash. 
Under  this  heading  may  well  be  included  the  legal  reserve  such  bank 
carries  with  the  Federal  reserve  bank  and  its  cash  in  vault.  This  is 
its  primary  reserve.  The  secondary  reserve  should  be  in  the  form 
of  some  liquid,  readily  saleable  investments,  such  as  bankers'  accept- 
ances. The  amount  that  a  bank  carries  in  its  secondary  reserve  in 
the  form  of  acceptances  should  be  regulated  by  the  bank's  individual 
experience  as  to  the  nature  and  customary  course  of  its  business. 
Likewise,  its  investments  in  loans  and  discounts,  and,  farther  down 
the  line  in  point  of  liquidity,  in  securities,  and  finally,  in  fixed  invest- 
ments in  the  form  of  long  time  commitments,  investments  in  build- 
ings, etc.,  all  depend  upon  the  nature  of  the  bank's  business. 

It  naturally  follows  that  a  bank  should  carry  in  its  secondary  re- 
serve an  amount  of  readily  saleable  bills  in  proportion  to  its  other 
assets  and  commensurable  with  its  general  liabilities  and  not  in 
proportion  to  the  amount  of  acceptances  it  has  outstanding.  A  bank 
may  well  carry  a  large  portfolio  of  acceptances  because  its  general 
position  may  require  it  to  do  so,  even  though  it  may  not  have  any 
acceptances  outstanding,  for  the  reason  that  it  had  a  large  volume 
of  deposit  liabilities. 

As  a  matter  of  fact,  its  customers  may  not  require  accommodation 
in  the  form  of  acceptance  credits.  On  the  other  hand,  a  bank  carry- 
ing a  large  volume  of  cash,  or  being  generally  very  liquid  and  having 
few  deposit  commitments,  may  properly  have  large  lines  of  accept- 
ances outstanding  and  carry  practically  no  acceptances  in  its  portfolio. 

It  is  highly  important  that  this  principle  be  thoroughly  understood, 
as  otherwise  false  standards  may  become  prevalent  with  the  result 
that  instead  of  developing  a  really  broad  acceptance  market,  based . 
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upon  the  legitimate  requirements  of  each  individual  bank,  acceptances 
will  be  lodged  in  the  vaults  of  banks  that  do  not  actually  desire  them, 
but  carry  them  merely  because  they  feel  obliged  to  do  so  in  order  to 
place  their  own  acceptances. 

Any  such  purchases  do  not  "help  the  market."  They  retard  and 
distort  its  healthy  development.  The  proper  remedy,  in  case  our 
discount  market  is  found  to  be  glutted  with  bills,  is  to  let  higher  rates 
bring  about  a  restriction  in  the  creation  of  acceptances  or  a  widening 
of  the  circle  of  purchasers.  The  proposition  that,  in  a  case  of  that 
kind,  banks  A  and  B  should  merrily  keep  on  accepting  and  then  pur- 
chase one  another's  bills  seems  like  child's  play  that  should  not 
deceive  any  one  into  believing  that  an  acceptance  market  is  being 
"helped"  thereby. 

A  growing  number  of  states  have  enacted  legislation  permitting 
savings  banks,  within  certain  limitations,  to  purchase  bankers'  accept- 
ances. This  is  a  highly  promising  development  for  both  the  discount 
market  and  the  savings  banks.  As  the  savings  institutions  become 
permanent  and  important  investors  in  bankers'  acceptances,  they  will 
create  a  continuous  demand  in  the  market  and  thereby  further  its 
growth.  On  the  other  hand,  this  policy  is  bound  to  prove  an  invalu- 
able protection  for  the  savings  banks.  In  the  past  savings  banks  have 
invested  their  funds  mainly  in  bonds  and  mortgages,  and  in  times  of 
emergencies,  when  as  a  rule  prices  for  bonds  are  lowest  and  pur- 
chasers of  mortgages  are  fewest — they  have  been  forced  to  sell  in 
order  to  meet  extraordinary  demands  on  the  part  of  their  depositors. 
A  proportion  of  savings  banks  funds  invested  in  bankers'  acceptances 
will  enable  them  to  meet  initial  runs  with  confidence  and  ease,  and 
will  be  instrumental  in  avoiding  critical  conditions,  such  as  have  often 
occurred  in  the  past. 

C. — The  Central  Rediscounting  Bank. 

The  central  rediscounting  bank,  in  our  country  the  Federal  reserve 
bank,  should  operate  as  a  stabilizer  in  cases  where  the  situation 
bfcomes  one  that  is  not  equalized  by  purchases  between  banks. 
There  will  be  times  when  a  preponderant  number  of  banks  through- 
out the  country  are  sellers  of  acceptances.  At  such  times  the  Federal 
reserve  bank  should  purchase  under  such  regulations  as  it  deems 
wise,  either  from  the  member  banks  or  direct  in  the  market,  a  certain 
amount  of  bills.  On  the  other  hand  the  Federal  reserve  bank  should 
reduce  its  holdings  by  collecting  maturing  bills  without  reinvesting 
Iheir  proceeds  when,  in  its  judgment,  market  conditions  and  the 
public  interest  justify  such  action.  When  buying  acceptances  most 
of  the  Federal  reserve  banks,  like  European  central  banks,  now 
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generally  insist  upon  a  third  signature,  that  is,  an  additional  endorse- 
ment besides  the  drawer  and  acceptor. 

As  a  consequence  the  lowest  rate  is  found  to  be  applicable  only 
to  prime  "three  name  paper"  and  the  small  margin  in  favor  of  this 
class  of  paper  offers  the  opportunity  and  incentive  for  discount  cor- 
porations and  other  banks  and  firms  to  endorse  acceptances.  It  is 
standardized  paper  of  this  sort,  accepted  by  first  class  banks  and 
freely  endorsed,  that  creates  the  open  discount  market  where  millions 
pass  daily  from  hand  to  hand  with  infinitesimal  profits  in  the  discount 
rate,  the  credit  risk  having  been  practically  eliminated. 

D. — Discount  Corporations  and  Brokers. 

Discount  corporations  and  bill  brokers  act  as  middlemen  between 
the  various  factors  of  the  discount  market.  They  perform  a  very 
useful  function  and  no  steps  should  be  taken  that  would  tend  to 
curtail  their  usefulness.  The  practice  of  banks  holding  their  own 
bills  should  not  be  encouraged.  Likewise,  the  practice  of  banks  buy- 
ing one  another's  bills  without  the  intermediation  of  a  broker  is 
undesirable  inasmuch  as  it  tends  to  retard  the  developments  of  the 
market. 

"Swapping"'  bills  between  banks  for  the  purpose  of  adding  an 
endorsement  to  the  bills  is  an  unsound  practice  that  has  dangerous 
tendencies.  This,  however,  must  not  be  construed  as  having  any 
bearing  on  the  case  of  a  bank  that  desires  to  resell  bills  which  it  had 
previously  bought  for  its  own  portfolio.  Should  a  bank,  as  a  result 
of  a  change  in  its  position,  decide  to  resell  a  part  of  its  portfolio  of 
acceptances,  it  may  very  properly  endorse  them  if  in  its  judgment  the 
risk  assumed  is  warranted  by  the  better  discount  rate  obtained  for 
the  endorsed  bill.  In  other  words,  the  entire  matter  is  a  question  of 
credit — a  bank  may  properly  endorse  any  bill  that  comes  to  it  in  the 
regular  course — where  the  endorsement  is  incidental  to  its  regular 
business. 

In  the  case  of  foreign  or  domestic  acceptances,  it  matters  little 
whether  the  accepting  bank,  acting  in  fact  for  the  drawer,  or  the 
latter  himself  sells  the  bill;  the  essential  part  is  that  the  mediation  of 
the  brokers  be  favored  where  possible  and  the  bill  be  not  kept  off  the 
market.  The  brokers  operate  not  only  as  middlemen  but  their  port- 
folios of  bills  constitute  the  floating  supply  without  which  a  free 
open  market  would  be  impossible.  This  floating  supply  at  times  is 
naturally  far  in  excess  of  the  financial  resources  of  the  brokers  and 
consequently  some  means  must  be  available  to  them  of  borrowing 
money  at  rates  that  bear  some  relation  to  the  level  of  the  discount 
market.    I  shall  deal  with  this  feature  more  fully  later. 
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IV 

Present  Status  of  Our  Discount  Market 

Our  discount  market  is  still  in  its  infancy,  and,  while  we  are  making 
considerable  progress,  its  development  is  being  materially  retarded 
by  a  number  of  factors.  The  volume  of  acceptances  is  much  restricted 
by  legislative  regulations  and  also  -by  our  comparative  inexperience 
in  that  line  of  business,  which  retards  many  of  our  banks  from  fully 
utilizing  their  acceptance  powers.  As  to  what  are  proper  legislative 
restrictions  of  the  acceptance  business,  one  comes  to  the  conclusion 
upon  analysis  that  there  is  no  more  reason  for  restricting  a  bank's 
acceptance  powers  by  act  of  Congress  than  there  is  for  restricting 
its  loaning  powers.  There  is  no  fundamental  reason  why  a  bank 
should  be  prohibited  from  extending  accommodations  to  its  clients 
in  whatever  torm  they  desire — either  in  the  form  of  a  loan  or  accept- 
ance. There  are,  however,  certain  elementary  principles — more  fully 
to  be  discussed  here  today  by  others — which  must  be  observed  by 
common  agreement  not  because  of  a  legislative  restriction,  but  as 
the  foundation  of  sound  banking.  Every  acceptor  must  realize  that 
bankers'  acceptances  may  finance  transactions  only  that  are  self- 
liquidating  within  a  reasonably  short  time;  that  acceptance  credits 
must  not  be  used  to  finance  permanent  investments,  nor  pure  specula- 
tions, nor  for  the  purpose  of  furnishing  working  capital;  that  credit 
risks  must  be  properly  distributed  and  that  acceptances  must  not 
serve  to  camouflage  excess  loans.  Acceptances  should  be  based  on 
self-liquidating  transactions,  the  import  and  export  as  well  as  domes- 
tic sales  of  merchandise,  the  storage  of  readily  saleable  staples,  etc. 
The  latter  should  be  confined  to  raw,  basic  commodities  that  are 
stored  temporarily  as  a  part  of  the  regular  course  of  sale  and  manu- 
facture and  should  not  include  commodities  stored  for  speculative 
purposes  or  finished  merchandise  awaiting  a  market.  Adherence  to 
these  and  similar  principles  should  guide  us  in  formulating  our  own 
rules  and  regulations.  However,  in  view  of  our  extensive  banking 
system,  consisting  of  thousands  of  large  and  small  banks  scattered 
from  one  end  of  the  country  to  the  other,  a  great  majority  of  whom 
are  not  accustomed  to  the  use  of  acceptances,  it  is  advisable  that 
rhe  acceptance  business  in  the  beginning  be  closely  regulated  both 
by  law  and  practice. 

The  scope  of  the  discount  market  at  present  is  distinctly  limited 
by  the  artificial  conditions  that  prevail  in  our  money  market  as  the 
result  of  Government  financing.  Government  financing  has  created  an 
artificial  level  of  money  rates  that  are  practically  fixed.  Certificates 
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of  indebtedness  have  determined  the  level  below  which  bankers' 
acceptances  cannot  go  far  without  becoming  unattractive  for  invest- 
ing banks,  and  similarly,  commercial  paper  has  to  preserve  a  reason- 
able distance  above  that  level  in  order  to  conserve  its  market.  Under 
these  circumstances,  the  acceptance  market  cannot  be  said  to  express 
the  natural  value  of  money  in  this  country. 

But  the  most  serious  retarding  influence  operating  against  the 
development  of  our  acceptance  market  is  our  "call  money"  system. 
So  long  as  we  have  a  call  money  market  based  upon  stock  exchange 
loans,  it  is  impossible  for  the  acceptance  discount  market  to  become 
the  important  stabilizing  medium  used  by  banks  to  equalize  their 
cash  and  investment  position.  When  stock  exchange  call  loans  pay 
a  higher  rate  of  interest  than  the  acceptance  market,  money  will  be 
withdrawn  from  the  acceptance  market  in  order  to  go  into  call  loans. 
While  it  is  recognized  that  these  call  loans  are  not  callable,  but  are 
really  only  shiftable,  they  are  much  used  at  present  as  the  main 
equalizers  of  the  cash  positions  of  the  banks.  While  stock  exchange 
call  loans  exist,  they  will  always  form  a  preponderating  part  of  the 
secondary  reserves  of  the  banks,  and  our  discount  market  will  be 
correspondingly  retarded  in  its  development. 

Another  evil  effect  of  our  present  call  money  system  is  that  it 
absorbs  the  means  by  which  the  discount  corporations  and  bill  brokers 
should  properly  be  assisted  in  carrying  their  portfolios.  In  leading 
European  countries  the  bulk  of  call  loans  are  based  on  bills  held  by 
b.Tnks  and  bill  brokers.  The  same  would  undoubtedly  be  true  in  this 
country,  if  we  did  not  have  our  present  method  of  daily  settlements 
on  the  stock  exchange  and  the  resultant  stock  exchange  call  loans. 

V 

Remedies  Suggested 

Time  and  sound  economy  seem  to  be  the  main  remedies  by  which 
the  discount  market  can  be  relieved  of  the  influence  of  Government 
financing.  As  Government  requirements  decrease,  Government 
financing  will  be  reduced  in  proportion  and  normal  conditions  will 
develop.  In  all  probability  Government  financing  will  gradually 
make  way  about  as  fast  as  our  discount  market  develops. 

A. — Call  Money  Market  Based  on  Acceptances, 

The  only  thorough  remedy  that  suggests  itself  for  the  abolition 
of  the  call  money  problem  is  the  adoption  of  fortnightly  or  other 
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periodical  settlements  on  the  stock  exchange.    This  would  bring 
about  the  custom  that  prevails  in  other  countries  of  financing  the 
requirements  of  the  stock  exchange  by  means  of  contango  or  settle- 
ment loans.   There  would  then  be  no  further  use  for  call  loans  based 
on  stock  exchange  collateral,  and  loans  for  stock  exchange  purposes 
(which  are  by  no  means  unessential  to  the  commercial  welfare  of 
the  country)  would  become  short  time  loans.    The  bulk  of  all  call 
loans  would  in  time  be  based  upon  acceptances.    This  is  highly 
essential.  The  bill  broker  and  discount  corporations  must  have  means 
of  carrying  their  portfolios  of  bills  awaiting  distribution.    At  the 
present  time,  due  to  call  loans  based  on  stock  exchange  loans,  they 
are  unable  to  obtain  accommodations  in  a  dependable  manner.  At 
times,  due  to  a  plethora  of  funds  and  inactivity  of  the  stock  market, 
call  loans  can  be  had  at  very  low  rates,  and,  of  course,  these  rates  are 
available  to  the  bill  brokers  for  the  purpose  of  carrying  their  port- 
folios.  This,  however,  generally  occurs  at  a  time  when  their  require- 
ments are  light  because  their  holdings  of  bills  have  been  depleted  by 
banks  purchasing  heavily.    On  the  other  hand,  at  times  when  the 
requirements  of  the  bill  brokers  are  heavy,  it  usually  occurs  that 
they  are  unable  to  obtain  money  at  sufficiently  low  rates  to  enable 
them  to  carry  their  portfolios  without  loss. 

If  our  stock  exchange  loans  were  in  the  form  of  settlement  loans, 
and  if  call  rates  were  based  upon  loans  to  the  bill  brokers,  the  call 
money  rate  would  really  represent  the  value  of  call  commercial 
money  in  this  country,  and  would  no  longer  be  merely  an  index  of 
the  temperature  of  the  stock  market  speculation. 

Incidentally  this  development  would  materially  widen  the  circle  of 
investors  in  acceptances.  Not  only  financial  institutions  but  also 
business  concerns  would  be  likely  to  employ  their  idle  money  in 
buying  bills  on  which  they  could  readily  borrow  money  at  the  lowest 
prevailing  rates. 

B. — Temporary  Measures. 

It  must  be  recognized  that  any  alteration  in  the  method  of  settle- 
ment on  the  stock  exchange  is  a  step  that  will  require  much  time 
and  thought.  In  the  meantime  the  development  of  our  discount 
market  should  not  wait.  Some  temporary  steps  should  be  taken  to 
provide  the  bill  brokers  with  funds  to  carry  their  portfolios  without 
loss  to  them.  This  is  a  step  that  is  of  importance  to  every  bank  in 
the  United  States.  Every  bank  is  more  or  less  interested  in  the 
development  of  a  discount  market  and  consequently  should  bear  its 
share  of  this  burden.    It  has  been  suggested  that  banks  make  call 
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loans  to  bill  brokers  at  attractive  rates  based  on  the  discount  rate. 
While  this  proposal  has  some  favorable  features  it  does  not  adequately 
remedy  the  situation.  It  requires  that  a  bank  be  willing  to  lend  its 
money  to  the  bill  brokers,  including  the  discount  corporations,  usually 
below  current  rates,  and  the  inevitable  consequences  would  be  that 
such  loans  would  be  looked  upon  by  the  loaning  bank  as  a  favor  to 
the  borrowers  and  that  money  would  be  doled  out  in  insufficient 
quantities  or  would  be  doled  out  only  to  certain  favored  parties,  etc. 

This  problem  is  too  important  to  be  handled  in  this  unsystematic 
and  somewhat  altruistic  way.  A  plan  should  be  adopted  that  would 
assure  the  brokers  of  always  being  able  to  obtain  adequate  funds  and 
to  levy  the  burden  equitably  upon  all  banks.  It  seems  to  me  that  we 
have  an  agency  that  is  admirably  suited  to  this  purpose.  Substan- 
tially all  of  the  commercial  banks  of  the  country  are  stockholders  and 
depositors  in  the  Federal  reserve  bank.  They  contribute  to  its 
capital  and  by  their  deposits  of  reserve  they  contribute  to  its  loanable 
funds.  If  the  Federal  reserve  bank  makes  loans  at  rates  that  are 
below  the  market,  the  loss  is  distributed  equally  over  all  the  stock- 
holding banks.  It  seems  to  me  that  this  is  the  agency  that  should  be 
used  for  the  purpose  of  temporarily  meeting  the  difficulty  that  con- 
fronts us.  Some  Federal  reserve  banks  are  in  effect  making  such 
loans  through  purchases  and  sales  in  the  open  market ;  but  the  law 
ought  to  be  amended,  so  as  to  encourage  the  making  of  these  loans 
on  a  much  larger  scale  and  in  a  manner  less  roundabout  than  the 
present. 

The  arguments  that  can  be  marshalled  against  the  Federal  reserve 
bank  making  such  loans  to  bill  brokers  are  largely  academic.  Such 
loans  cannot  be  considered  as  "competition"  with  member  banks — the 
member  banks  are  desirous  of  being  relieved — nor  can  it  be  con- 
sidered as  a  "dumping"  of  bills  into  the  Federal  reserve  bank.  The 
Federal  reserve  bank  could  make  such  rules  and  regulations  and 
could  raise  or  lower  its  call  loan  rates  in  such  manner  as  to  prevent 
any  of  the  evil  effects  that  would  result  from  a  "dumping"  of  the  bills 
into  the  Federal  reserve  bank  by  the  bill  brokers.  In  fact,  one  of 
the  most  desirable  features  of  the  proposition  is  that  the  Federal 
reserve  bank  could  thus  exercise  a  certain  amount  of  direct  control 
over  the  action  of  the  bill  brokers.  By  raising  or  lowering  the  call 
rates,  it  could  bring  pressure  to  bear  upon  the  brokers  to  prevent 
their  speculating  in  bills  and,  likewise,  by  giving  favorable  call  rates 
the  Federal  reserve  bank  would  enable  the  brokers  to  carry  larger 
portfolios  at  times  when  it  would  be  deemed  wise  for  the  public 
interest. 
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Statement  of  Condition 

June  30,  1919 

RESOURCES 


Loans  and  Discounts   $260,305,916.55 

U.  S.  Liberty  Bonds,  U.  S.  Ctfs.  of  Indebtedness,  and 

Loans  secured  by  U.  S.  Liberty  Bonds   -       -       -  105,488,024.84 

Other  Bonds,  Securities,  etc.   13,285,490.19 

U.  S.  Bonds  Borrowed   14,164,500.00 

Stock  of  Federal  Reserve  Bank   1,350,000.00 

Banking  House   4,000,000.00 

Due  from  Banks  and  Bankers   6,835,526.03 

Cash,  Exchanges  and  due  from  Federal  Reserve  Bank  131,497,050.01 

Customers'  Liability  under  Letters  of  Credit  &  Acceptances  36,458,403.86 

Interest  Accrued   1,456,017.12 


$574,840,928.60 

LIABILITIES 

Capital,  Surplus  and  Undivided  Profits        -       -       -  $51,840,373.16 

Deposits    415,864,742.29 

U.  S.  Bonds  Borrowed   14,164,500.00 

Letters  of  Credit  and  Acceptances         ....  36,636,223.93 

Bills  Payable  with  Federal  Reserve  Bank     -       -       -  47,000,000.00 

Reserved  for  Taxes,  etc.   3,426,120.72 

Dividend  payable  July  1,  1919    625,000.00 

Unearned  Discount   1,553,876.86 

Time  Drafts  of  this  Bank  Outstanding    .       -       -       .  2,887,425.00 

Other  Liabilities   842,666.64 


$574,840,928.60 
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